I N THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

In re:

FRANCES SCARBOROUGH, :
Debt or . : M sc. No. 03-228

VEMORANDUM AND ORDER

J. M KELLY, J. OCTOBER , 2004
Presently before the Court is a bankruptcy appeal in the
above captioned case. Appellant-debtor Frances Scarborough
(“ Scarborough”) has appeal ed the United States Bankruptcy Court
for the Eastern District of Pennsylvania s (“Bankruptcy Court”)
judgnent barring her frombifurcating the secured cl ai m of
appel | ee Chase Manhattan Mortgage Corporation (“Chase Manhattan”)
pursuant to the anti-nodification provision of the Bankruptcy

Code, 11 U. S.C 8§ 1322(b)(2). See Scarborough v. Chase Manhattan

Mortgage Corp. (In re Scarborough), Adv. No. 02-858, slip op. at

2 n.3 (Bankr. E.D. Pa. Cct. 14, 2003). This Court has
jurisdiction over the appeal pursuant to 28 U S.C. § 158(a). For
the reasons set forth below, the judgnent of the Bankruptcy Court

i s AFFI RMVED.

| . BACKGROUND

A. Factual History

In its COctober 14, 2003 Menorandum and Order,?! t he

! See In re Scarborough, Adv. No. 02-858, at 2-3
(outlining the relevant facts).




Bankruptcy Court set forth the follow ng relevant facts:

1. On May 10, 1988, Scarborough signed a nortgage (“Mrtgage”)
in favor of Meritor Savings Bank granting a nortgage lien
agai nst Scarborough’s property | ocated at 5116 N. \War nock
Street, Philadel phia, PA 19141 (“Property”) to secure a note
to Meritor Savings Bank, executed on the sane date in the
amount of $30, 400. 00. 2

2. The formof the Mdrtgage is a “Pennsylvania - Single Famly
- FNMA/ FHLMC Uni form I nstrunment.” The Moirtgage contains the
fol |l ow ng | anguage:

TOGETHER W TH al |l the inprovenents now or
hereafter erected on the property, and al
easenents, rights, appurtenances, rents,
royalties, mneral, oil and gas rights and

profits, water rights and stock and al
fixtures now or hereafter a part of the

property.
3. Al so on May 10, 1988, Scarborough signed a “2-4 Fam |y Rider
(Assignnent of Rents)” (“Famly Rider”) to “anend and
suppl enent the Mortgage” and further secure her note to

Meritor Savings Bank.?3

2 Al t hough no evi dence of an assignnent to Chase
Manhattan was submtted at trial, the parties agree that Chase
Manhattan is the current holder of the Mdortgage. See In re
Scar bor ough, at 2, n.3.

3 The Fam |y Ri der provides:

Borrower unconditionally assigns and
transfers to Lender all rents and revenues of
the Property. Borrower authorizes Lender or
Lender’s agents to collect the rents to

2



4. The Property is a two-story sem -detached residence that was
converted to a nmulti-unit dwelling with one apartnent on the
first floor and one apartnment on the second floor. The
Property was converted prior to Scarborough’s purchase.

5. Scar borough lives on the first floor and rents the second
floor apartnment to Darrell MIls, who is not related to
Scar borough, pursuant to a | ease agreenent dated February 8,
2000.

6. Scar borough filed her Chapter 13 petition on Cctober 31,
2001. (Appellant Br. at 9.)

7. At trial on Novenber 21, 2002, Scarborough testified that

Lender or Lender’s agents. However, prior to
Lender’s notice to Borrower of Borrower’s
breach of any covenant or agreenent in the
Security Instrunment, Borrower shall collect
and receive all rents and revenues of the
Property as trustee for the benefit of Lender
and Borrower. This assignnment of rents
constitutes an absol ute assignment and not an
assignment of additional security only.

In re Scarborough, at 4 (citing Ex. D-1). The Famly Rider also
contains an “Assignnent of Leases” provision that provides:

Upon Lender’s request, Borrower shall assign
to Lender all |eases of the Property and al
security deposits made in connection with the
| eases of the Property. Upon assignnent,
Lender shall have the right to nodify,

extend, or termnate the existing | eases and
to execute new | eases, in Lender’s sole

di scretion.

Id. at 4-5 (citing Ex. D-1).



she purchased the Property with the intent of living in one
unit and renting the other, and with a goal of eventually
acquiring other investnment properties. She further
testified that she informed the bank she was buying the
property, in part, as an investnent.

8. At the tinme of the purchase, she was enployed full tinme by
the Gty of Philadel phia as an I ncone Mai ntenance WrKker.
She continued that job after purchasing the Property,
however, at the tinme of the trial, Scarborough was
unenpl oyed. Al though she attends classes fromtine to tine,
she was not taking any at the tine of trial.

9. Scar borough testified that the value of the Property was
$13, 000. 00 Chase Manhattan submitted the Cty of
Phi | adel phia’s Board of Revision of Taxes Property Record
which listed the value of the Property as $26, 500.
Scar bor ough has appeal ed the Board of Revision of Taxes’
val uati on, but her appeal had not been decided as of the

date of trial.*

B. Procedural History
As stated, Scarborough filed a Chapter 13 petition on March

2, 2001. On July 27, 2002, Scarborough filed a conplaint seeking

4 Scar borough’s Appellant Reply Brief clains that the
Property is listed as $8,480.00 by the Board of Revision of Taxes
of the Gty of Philadel phia. (Appellant’s Reply Br. at 6.)
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to bifurcate the claimof Chase Manhattan into a secured claim
and an unsecured claimpursuant to 11 U . S.C. 8 506(a) and to
determ ne the correct anount of the nortgage arrearage. On

Sept enber 24, 2002, Scarborough filed an anmended conplaint to
revise the alleged anounts of the secured and unsecured portions
of Chase Manhattan’s claim Specifically, Scarborough sought to
bi furcate Chase Manhattan’s lien on her residence to reflect the
current market value of the property with the remainder of the
debt becom ng unsecured. The Bankruptcy Court denied this appeal
and concl uded that Scarborough was barred from bifurcating the
secured claimof Chase Manhattan pursuant to 11 U S. C. 8§
1322(b)(2)’s “anti-nodification” provision. Scarborough filed

the i nstant appeal.

1. DI SCUSSI ON

A. Scope of Review on Appea

In cases originating in the bankruptcy court, the district
court occupies the first |level of appellate review 28 US. C 8§
158(a). The district court nmust apply a clearly erroneous
standard of review to findings of fact and a de novo standard of

review to questions of law See In re Berkery, 192 B.R 835, 837

(E.D. Pa. 1996), aff’'d, 111 F.3d 125 (3d G r. 1997).
Scar borough’ s appeal chal |l enges the Bankruptcy Court’s | egal

concl usion that Chase Manhattan’s claimis subject to the



protections of the anti-nodification clause of 8§ 1322(b)(2).

Scar borough does not chall enge the facts that |ed the Bankruptcy
Court to its conclusion. As the issues before the Court relate
to statutory interpretation and conclusions of |aw, the scope of

this Court’s review is plenary.

B. Modification of a Secured C aim

This di spute involves the interplay of the follow ng two
Bankruptcy Code provisions: 11 U S.C. 8§ 506(a) and 11 U.S.C. 8§
1322(b)(2). Bankruptcy Code § 506(a) defines allowed secured and
al | oned unsecured clains in bankruptcy. See 11 U.S.C. § 506(a).°
Section 506(a) allows debtors to bifurcate a creditor’s secured
claimto the value of the underlying collateral.® See 11 U S.C.

8 506(a). The remainder of the creditor’s claimthen becones

5 Section 506(a) states:

An allowed claimof a creditor secured by a
l[ien on property in which the estate has an
interest, or that is subject to setoff under
section 553 of this title, is a secured claim
to the extent of the value of such creditor’s
interest in the estate’s interest in such
property, or to the extent of the anpunt
subject to setoff, as the case may be, and is
an unsecured claimto the extent that the

val ue of such creditor’s interest or the
anount so subject to set off is less than the
anmount of such allowed claim

11 U.S.C. § 506(a).

6 Claim bifurcation has al so been referred to by ot her
courts as “strip down” or “cram down” of secured clains.
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unsecured. 1d. As sunmarized by the United States Suprene
Court: “[s]ubsection (a) of 506 provides that a claimis secured
only to the extent of the value of the property on which the lien
is affixed; the renmainder of that claimis unsecured.” United

States v. Ron Pair Enterprises, Inc., 489 U S 235 (1989).

Tensi on arises between 88 506(a) and 1322(b)(2) in a Chapter
13 bankruptcy filing. Section 1322 governs Chapter 13 repaynent
plans.” See 11 U.S.C. § 1322. Section 1322(b)(2) contains a
specific provision concerning nodification of the rights of
hol ders of secured and unsecured cl ai ns, here Chase Manhatt an.
11 U S.C 8§ 1322(b)(2).® A debtor’s ability to bifurcate a
secured claimpursuant to 8 506(a) is limted by 8§ 1322(b)(2)’s
demand that a Chapter 13 plan may “nodify the rights of hol ders
of secured clainms, other than a claimsecured only by a security
interest in real property that is the debtor’s principal

residence. . . .” See |ld.; see also Nobel nan v. Anerican Sav.

! In general, 8§ 1322 permts eligible individuals with
regular inconme to repay their debts through a repaynent plan
approved by a bankruptcy court. See 11 U.S.C. § 1322.

8 Section 1322(b)(2) provides that a plan nay:

[Modify the rights of holders of secured
clainms other than a claimsecured only by a
security interest in real property that is

t he debtor’s principal residence, or of

hol ders of unsecured clains, or |eave
unaffected the rights of holders of any class
of clains.

11 U.S.C. § 1322(b)(2).



Bank, 508 U.S. 324, 332 (1993). In short, 8§ 1322(b)(2)
specifically protects the rights of creditors fromhaving a
Chapter 13 debtor use 8§ 506(a) to bifurcate a nortgage on the
debtor’s principal residence between the nortgaged residence’s
fair market value and the remai ning unsecured portion of the
claim [|d.

Scar bor ough appeal s the Bankruptcy Court’s hol ding that
8§ 1322(b)(2)’s anti-nodification provision protects Chase
Manhattan’s claimfrom bifurcation on two grounds. First,
Scar borough argues that 8§ 1322(b)(2) does not apply because the
Mortgage and the attached Fam |y Rider grant Chase Manhatt an
additional collateral in the Property’ s rents. Second,
Scar borough argues that the protection of 8§ 1322(b)(2) does not
apply to a secured claimon a nulti-unit property in which one
unit is the debtor’s principal residence and the other is an

i ncome producing unit.

1. Chase Manhattan's Collateral is not Personal Property

Section 1322(b)(2)’s anti-nodification clause only applies
if the underlying collateral is limted to the principal

residence. See In re Hammond, 27 F.3d 52, 57 (3d Gr. 1994)

(finding that the word “only” in 8§ 1322(b)(2) nodifies “principal
residence,” and 8 1322(b)(2)’s protection does not apply to

“appliances, machinery, furniture, and equipnent”). |In other



words, additional security or collateral that is set forth in a
residential nortgage is sufficient to over cone the anti -
nodi fication provision of 8§ 1322(b)(2). Id.

Scar borough argues that |anguage in the Mdirtgage grants a
security interest in personal property, as opposed to the
princi pal residence, thus renoving it fromthe protection of
8§ 1322(b)(2)'s anti-nodification clause.® Scarborough argues
that the “rents” are personal property and by including “rents”
in the Mortgage, Chase Manhattan has created a right to
additional collateral thereby renoving the protection it
ot herwi se could claimunder 8§ 1322(b)(2). W nust, therefore,
consi der whether the additional interest of “rents” provided in
t he Mortgage shoul d be considered realty or personalty. |If the
interest is considered part of Scarborough's realty then the
anti-nodification provision of 8 1322(b)(2) would apply.
However, if the interest is considered a security that is in

addition to Scarborough’s principal residence, then it is a

° The | anguage of the Mdrtgage that Scarborough points to
as creating personal property states:

TOGETHER W TH al |l the inprovenents now or
hereafter erected on the property, and al
easenents, rights, appurtenances, rents,
royalties, mneral, oil and gas rights and
profits, water rights and stock and al
fixtures now or hereafter a part of the

property.
In re Scarborough, at 4 (citing Ex. D-1).
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personalty and Scarborough is entitled to use §8 506(a) to
bi furcate the claim

The Bankruptcy Court correctly concl uded that under
Pennsylvania law, “rents” are real property. See 21 PA Cons.

STAT. ANN. 8 3 (West 2001); In re Scarborough, at 5; see

also Steslow v. Citicorp Mirtgage, Inc. (In re Steslow), 225 B.R

883, 884-85 (Bankr. E.D. Pa. 1998) (holding that rents al one are
an interest in real estate, but that rents placed in an escrow
account pursuant to a nortgage are additional collateral for

8 1322(b)(2) purposes). Nunmerous other courts in the Eastern
District of Pennsylvania have al so stated that, as real property,
a security interest in rents does not grant an interest in
personal property and is not additional collateral for 8§

1322(b)(2) purposes. See In re Abruzzo, 245 B.R 201, 209-10

(Bankr. E.D. Pa. 1999) vacated and renmanded on other grounds 2000

US Dist. LEXIS 4936 at *2 (E.D. Pa. Apr. 7, 2000) (citing
Pennsyl vani a | aw hol di ng that | anguage in a nortgage that grants
a security interest in itens such as rents does not create a

security interest in personal property); Rodriguez v. Mllon

Bank, N.A. (In re Rodriquez), 218 B.R 764, 776 (Bankr. E.D. Pa.

1998) (explaining “[t]he Court will not exclude a nortgage from
protection [of § 1322(b)(2)] because it separtely identifies as
an itemof security sonmething that is part of the real estate

under state law, such as rents”); WIKkinson v. Fleet Mrtagage

10



Corp. (In re WIlkinson), 189 B.R 327, 329-30 (Bankr. E. D. Pa.

1995) (finding that “for purposes of 8 1322(b)(2), the security
interest in the rents is not security other than in real property
that is Debtors’ principal residence”). Therefore, the
Mortgage’s inclusion of an interest in “rents” is not additional
collateral, and Chase Manhattan’s secured claimis protected

pursuant to 8§ 1322(b)(2)'s anti-nodification clause.?

2. The Property’'s Miulti-Unit Status Does Not Require

Bi furcation

Scar borough’ s second argunent is that the protection of
8§ 1322(b)(2) does not apply to a secured claimon a nulti-unit
property because, while one unit is her principal residence, the
other unit is an incone producing unit. Relying on Lomas

Mortgage, Inc. v. Louis, 82 F.3d 1 (1st G r. 1996), Scarborough

argues that the anti-nodification provision only applies where
the real property in question is used exclusively as the debtor’s

princi pal residence. Conversely, relying on In re Macal uso, 254

10 Scar borough al so argues that the Mrtgage's Famly
Ri der (Assignnent of Rents) section creates additional collateral
sufficient to renove Chase Manhattan’s secured claimfromthe
protection of § 1322(b)(2). However, the Bankruptcy Court
concl uded, and Scarborough did not challenge the fact that there
is no present assignnent of |eases. 1n re Scarborough, at 6,
n.7. Therefore, we do not address whether a security interest in
the | eases woul d create additional collateral in persona

property.

11



B.R 799, 800 (Bankr. WD. N Y. 2000), Chase Manhattan argues
instead that the anti-nodification provision applies to any real
property that is used as the debtor’s principal residence. The

Bankruptcy Court, relying on Litton Loan Servicing, LP v. Beanon,

298 B.R 508, 512 (N.D.N. Y. 2003) and Brunson v. \Wendover

Funding, Inc. (In re Brunson), 201 B.R 351, 353 (Bankr. WD.N.Y.

1996), bal anced the concerns of the parties and their |egal
authority and by focusing on the “intent of the parties at the
time they entered into the nortgage agreenent.” 1In re

Scar borough, at 7. The Court finds the Bankruptcy Court’s

approach preferable for the foll ow ng reasons.

Once again, the current dispute revolves around the neaning
of 8§ 1322(b)(2)’s anti-nodification provision. The anti-
nodi fication rule does not allow a debtor to bifurcate a
creditor’s claimwhere the claimis “secured only by a security
interest in real property that is the debtor’s principal
residence.” 11 U S.C. 8§ 1322(b)(2). Both the United States
Suprene Court and the United States Court of Appeals for the
Third Crcuit clearly indicate that Congress intended the anti-

nodi fication provision to encourage the flow of capital into

the hone | ending market,’” as distinguished fromthe comerci al
| endi ng market, by reducing nortgagee’s risk in Chapter 13

proceedings. See In re: Hammond, 27 F.3d. at 57 (quoting

Nobel man, 113 S. C. at 2112 (Stevens, J., concurring). Wth

12



this in mnd, a case-by-case analysis of whether the parties
intended the nortgage to be primarily residential or primrily
commercial in nature is the appropriate inquiry for applying

8§ 1322(b)(2). See Litton Loan, 298 B.R at 512 (explaining the

purpose of 8 1322(b)(2) and benefits of a case-by-case approach);

see also In re Brunson, 201 B.R at 353 (explaining the short

com ngs of a bright Iine approach). The Brunson court also found

that the case-by-case approach was preferred:

The Court nust focus on the predom nant character of
the transaction, and what the | ender bargained to be
within the scope of its lien. |If the transaction was
predom nantly viewed by the parties as a | oan
transaction to provide the borrower with a residence,
then the antinodification provision will apply. I1f, on
the other hand, the transaction was viewed by the
parties as predomnantly a comercial |oan transaction,

then stripdown will be available. Such ruling serves
t he Congressional intent of encouraging home nortgage
lending as illumnated by the Suprenme Court in

Nobel man.

In re Brunson, 201 B.R at 354.

The cases relied on by the parties, Lomas and Macal uso, set
forth bright Iine rule tests for applying 8 1322(b)(2)’'s anti -
nodi fication provision. The problemw th this is that, in an
effort to create sinplicity and predictability, they fail to
adequately safeguard equity. First, Chase Manhattan's reliance
on Macaluso interprets 8§ 1322(b)(2) too broadly. The Macal uso
court attenpted a plain meaning approach § 1322(b)(2). They

found that the word “*only’ nodified ‘secured”” and concl uded

13



fromthis that the statute clearly applies to any nortgage
secured by property that is used as a principal residence. See
Macal uso, 254 B.R at 800. The Macal uso approach places no limt
on the reach of 8§ 1322(b)(2) as long as property contains, and
is in some way used as, a principal residence. This approach is
probl emati ¢ because no distinction is made between a residenti al
and a commercial nortgage. Under Macaluso, “at least in theory,
a commercial nortgage on an owner-occupi ed 100-unit conpl ex woul d
be excepted fromnodification, a result that would presumably not
serve the purpose of buoying the residential |ending market.”

Litton Loan, 298 B.R at 512, n. 2.

Second, Scarborough relied on the Lonas interpretation of
§ 1322(b)(2). The Lomas rule states that if nortgage covers any
ot her property or income produci ng conponents beyond the
princi pal residence, § 1322(b)(2) does not apply. Lomas, 82 F.3d
at 7. This rule has been critiqued for its arbitrariness. See

Litton Loan, 298 B.R at 512 (explaining that the Lomas rule

arbitrarily excludes nulti-famly residences that are both used
as a principal residence and covered by a residential nortgage
fromthe protections of 8 1322(b)(2)). W agree that the Lomas
approach is “inconsistent with the purpose of 8§ 1322(b)(2), at
| east insofar as it would all ow nodification of nortgages that

are indisputably residential in nature.” See ld.

Lomas interpreted the meaning of 8§ 1322(b)(2) by |ooking at

14



t he subsequent legislative history found in the 1994 anmendnents
to Chapter 11 that added a simlar anti-nodification clause to
that Chapter. 1d. at 6-7. However, as the Bankruptcy Court
noted, that legislative history cites favorably to cases that
used a nulti-factor approach in order to determ ne whether the
nort gagee considered the | oan comercial or residential. See |

re: Brunson, 201 B.R at 353 (citing In re: Ramrez, 62 B.R 668

(Bankr. S.D. Cal. 1986)). The subsequent |egislative history of
8§ 1322(b)(2), therefore, also encourages courts to take case-by-
case approach to determning the application of the anti-

nodi fi cation provision.

Havi ng concl uded that the case-by-case approach is superior
to the bright-line rule approaches of Lomas and Macal uso, the
Court al so concludes that the Bankruptcy Court properly
determ ned the parties’ intent at the time the Mrtgage was
executed. In nmaking this determ nation, the Brunson Court |isted

several factors to consider:

[ Whether the Debtor (to the | ender’s know edge) owned
ot her incone producing properties or other properties
in which [the Debtor] could choose to reside; whether
[the Debtor] had a principal occupation other than as
| andl ord, and the extent to which rental inconme or

ot her business incone produced fromthe real estate
contributed to [the Debtor’s] incone; whether [the
Debtor’s] total incone was particularly high or
particularly | ow, whether the nortgage was handl ed

t hrough the commerci al | oan department or the
residential nortgage |oan departnent of the | ender;
whet her the interest rates applied to the nortgage were
hone | oan rates or commercial |oan rates; the

15



denographics of the market (e.g. are “doubles” a much
nore affordable “starter hone” than a single, in that
| ocal e); and the extent to which, and purpose for

whi ch, potential business uses of the land . . . were
consi dered by the | ender.

Brunson, 201 B.R at 353.

| ncorporating these factors to the present case we rely on
t he Bankruptcy Court’s finding of facts because they remai ned
unchal | enged by Scar borough’s appeal . The Bankruptcy Court
found certain facts indicative of a commercial transaction. In

re Scarborough, at 8. Chase Manhattan knew or should have known

that it was lending against a multi-unit property when
Scar bor ough made the purchase. Scarborough clains that she
advi sed the bank of her intent to use the Property as an
investnment. She was enrolled in a real estate class at the
Phi | adel phia Conmunity Col | ege and she, eventually, rented the

unit on the Property in 2000.

Based on the totality of the factors, however, the
Bankruptcy Court was correct to conclude that the Scarborough’s
Mortgage is predom nately residential, not commercial, in nature.

See In re: Brunson, 201 B.R at 354 (describing the standard to

judge the factors on). Scarborough intended and succeeded to use

the Property as her principal residence when she signed the

1 Scar borough’s Appellate Brief chall enges the | egal
i nferences and concl usions that the Bankruptcy Court nakes,
however, Scarborough does not allege that any of the factual
findings were nade in clear error. (Appellate Br. at 15.)

16



Mortgage. She did not own nore than one property or any other

i ncome producing properties. The Mrtgage is a standard
“Pennsylvania - Single Famly - FNMA/ FHLMC Uni form I nstrunent,”
wth a “2-4 Famly Rider (Assignment of Rents)” attached. These
are standard forns used for residential purposes. Finally,
Scar bor ough was enployed full tinme as an |Incone Mintenance
Worker for the City of Philadel phia. These facts mlitate in
favor the Bankruptcy Court’s |egal conclusion that the Chase
Manhattan’s Mortgage was for residential, not commercial,

pur poses. Therefore, the fact that the Property had a second
unit does not renove the protections of 8§ 1322(b)(2) from Chase

Manhattan’s secured claim

Accordi ngly, the Bankruptcy Court’s decision that “Chase
Manhattan’s claimis subject to the protections of the anti-
nodi fi cation clause of 8 1322(b)(2) and cannot be bifurcated

pursuant to 8§ 506(a)” is AFFI RVED

17
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IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

In re:

FRANCES SCARBCOROUGH, :
Debt or . : M sc. No. 03-228

ORDER
AND NOW this day of October 2004, in consideration of

the record on appeal, as well as the appellant brief of Frances
Scar borough (Doc. No. 4), the appellant brief of Chase Manhattan
Mort gage Corporation (Doc. No. 5), Scarborough’s Reply Brief, and
for the reasons set forth in the foregoing Menorandum it is

her eby ORDERED t hat the decision of the Bankruptcy Court in the
above captioned bankruptcy barring the bifurcation of Chase
Manhattan Mortgage Corporation’s claiminto secured and unsecured

conponents i s AFFI RVED.

BY THE COURT:

JAMES M3 RR KELLY, J.



